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FIRM MORTGAGES 


contract between a lender and a borrower. For the purpose of this bulletin, how- 

ever, we are thinking of a firm mortgage as one where the mortgagee casts the 
mortgage pattern to meet all the risks of which he is cognizant, In this unfavorable 
period for mortgage financing, a portfolio augmented by other than firm mortgages 
could turn out to be a Fyrrhic victory. 


| N the vernacular of the mortgage business a firm mortgage is a definite mortgage 


The Bureau of Labor Statistics announced a short time ago that “There isn’t a 
thing in sight to show a depression is coming” - and there are many businessmen who 
agree. Other qualified authorities are not so optimistic. The Federal Reserve 
Board’s Menc 8S, Szymczak said: “The United States is now facing the cataclysmic 
consequences of runaway inflation,” and Murray Shields, vice president of the Bank 
of the Manhattan Company, is quoted as saying: “Recent developments have increased 
> & the risk that we shall experience an economic setback when the forces making for the 

present boomlike conditions in industry have finally spent themselves,” 


It is, in my opinion, a time when the mortgage lenders should keep in mind that we 
are in a powerful inflationary boom with its many challenges for long-term commit- 
ments, The economic exhilaration brought about by trequent shots of wage increases, 
higher prices and expanding credit, does not necessarily indicate that the present high 
level of economic activity is permanent, No boom can last indefinitely and this is no 
spot to bog down in the mire of complacency and ignore the signs of danger in the 

|present real estate trends, Right now the long-range portents are more or less ob- 

scured by the high index of business activity. However, for those who are willing to 
brush the cobwebs from their vision and view things as they are, it is clear that the 
spiral of inflation widens steadily upward, The money supply has increased to $170 
billion and personal income has soared to a rate of over $200 billion a year, Bank 
loans are in greater volume than ever before, creating large deposits which in turn 
skyrocket the funds available for spending, Consumer credit is rapidly mounting 
| and mortgages show a gain of over $8 billion during the first nine months of this 
| year. All this expanding credit boosts the already huge buying power and may push 
) prices to an astronomical level where only a painful adjustment can result, How to 
bell the cat is a question no one seems able to answer -- and the inflation moves 
inexorably on, 


The value of real estate, and all other commodities, is measured in numbers 
] & labeled dollars, but as the result of economic changes the dollar has declined mate- 
rially in purchasing power, Inflation has turned the yardstick of measurement into an 
elastic ruler, The inflation of the currency and the shortage of living quarters has 
brought about such a “windfall” increase in real estate prices that existing houses, 
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including those which have been in use many years, are selling at a scarcity premium, 
Therefore, unless sagacity and diligence are shown, this illusory scarcity premium 
may be confused as a concept of value in arriving at present worth, On November 25, 
Marriner S, Eccles, Chairman of the Federal Reserve Board, told the Joint Committee 
on the Economic Report that the easy terms granted on housing loans constitute 
“possibly the most inflationary factor in the present situation.” In making this state- 
ment Mr. Eccles was directing attention to the important part played by housing 
credit in inflation. His comments brought out clearly that easy terms on housing 
loans are expanding them dangerously, Mr. Eccles expects this will result in a wave 
of defaults. 


The shortage of living space has brought older houses into the market in a big way 
and, in most instances, at prices considerably above their present worth. This re- 
surgence is misleading, and what will happen to the current value of many of these 
older houses in the next few years is a speculation that should be given plenty of 
thought by the mortgage lenders who are active in refinancing them, It should not 
be forgotten that while newer houses could be sold at a price during the depression of 
the thirties it was difficult to sell old houses at any price as there was no demand for 
them, 


In the United States in 1946 approximately 2,300,000 used, or older, houses changed 
hands and a heavy majority of these properties had to be refinanced, A very large 
amount of mortgage money was invested in this refinancing. Some institutional lend- 
ers are continuing to be extremely active in refinancing mortgages on older proper- 
ties, and at prices which show quite a substantial average commitment, We think these 
lenders are adding too large a percentage of this type of loan to their total mortgage 
portfolio. This situation has elements of danger as it increases the amount of quite 
high risk assets in relation to capital coverage, In October 92,000 new dwelling units 
were on their way, November will show about 80,000 starts, and if residential building 
continues at its present rate it will shortly blast the housing shortage and break down 
completely the premium prices of older houses, Then with the slackening in demand 
and rapid depreciation taking place the selling price will drop fast to below sea level 
value, We believe that the refinancing of old houses is not resulting in firm mort- 
gages, in most instances, and we look upon older houses as quite a high risk loan, 
When, and if, such mortgages are made they should be limited to short-term loans 
and with a substantial down payment included, People don’t like to pay for dead 
horses and when an owner finds he can buy a new house for less than he still owes on 
his present home he is apt to default and let the mortgagee take over the property. 
The liquidation of such older properties will not be an easy task nor, probably, a 
profitable one. 


The warnings against easy housing loans in an inflated real estate market are 
beginning to bear fruit. We are told more frequently by mortgage lenders that they 
are cutting down high percentage loans, demanding stronger equities, making con- 
servative appraisals and are more critical of the borrower’s credit rating. We think 
this is true with many lenders, but we are still of the opinion that there are some 
among the declared conservatives who, because of their hunger for immediate in- 
come, choose to follow a Janus-like policy of talking one way and doing another, My 
thoughts along this line were strengthened when I was told by the mortgage executive 
of a life insurance company that he finds it difficult to keep the company’s mortgage 
loan correspondents happy when he constantly declines loans which other institutions 
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readily accept, This executive certainly has his feet on the ground and the volume 
accomplishments of optimistic competitors are not diverting him from a sound lending 
policy. (It is the pressure competition of opportunists that encourages lending prac- 
tices which sow the seeds of worry and losses in the years to come.) However, this 
man’s levelheadedness in the face of the company’s need for mortgages is not always 
typical of large institutional lenders, We have it from a mortgage banker of strict 
reliability and broad lending experience that the present trend on the part of the newer 
crop of lending executives in some of the banks and insurance companies is troubling 
him, and this is especially true when he sees the repetition of a former boom-time 
practice of making 100 per cent and 110 per cent loans, We would be willing to wager 


that these executives he has in mind would, to a man, give lip service to conservative 
lending, 


When there is a large volume of mortgage financing being done on a high percent- 
age basis it is easy under the stress of keen competition to make a few bad loans, 
Any lender can make a mistake occasionally, but there is no excuse whatever for mak- 
ing the same mistake over and over again, It then loses the status of a mistake and 
becomes epidemic, Numerous indications suggest the conclusion that there is quite a 
volume of mortgages being made for the immediate income return and with slight 
regard for long-term trends, This type of lending makes for vicious competition and 
is apt to lead other lending officers astray in their effort to get more business by 
adopting equally optimistic standards, On highly marginal loans amortization will 
unquestionably help to soften the risk, providing the loan lives a number of years 
before a serious adjustment takes place, However, some of the loans starting out 
under the shadow of the eight ball will end in defaults, I think imprudent lenders are 
depending too greatly on the cushion of amortization to save the day, when, as a matter 
of fact, amortization as a lifesaver for hazardous loans made on inflated values has 


never been called upon to meet the challenge of a major real estate depression, That 
would be the acid test, 


There are firm mortgages to be had, but you can’t “wish” them into your shop -- 
it takes hard, conscientious work, 


In the larger cities, the banks and savings and loan associations are on their toes 
making alert and vigorous efforts to acquire firm mortgages, I am afraid I cannot say 
the same for the greater number of institutional lenders in the lesser cities, I have 
had numerous bankers try to explain why they were not getting more of the mortgages 
made in their area. Some frankly admit the going is too rough for their liking and they 
are content to take what loans come their way until conditions are more favorable for 
mortgage financing, The majority, however, tell me their competitors are going 
overboard on loans, and paying excessive finders’ fees, While this may be occasion- 
ally true I more often conclude that the reason why the other lenders are getting the 
lion’s share of the loans is because of their aggressiveness in going after business and 
their prompt action on mortgage applications, 


Most of the home mortgages available at this time are by-products from the 
sale of existing houses, and a large segment of the mortgage applications resulting 
from these sales are channeled through real estate brokers, And, as the demand for 
firm mortgages is greater than the immediate supply, the brokers often negotiate for 
a commission on desirable loans, The practice of paying brokers a commission con- 
tinues to be a controversiai subject among bankers, The bankers opposed to the 
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practice are more articulate than those who advocate it, and they are getting the sup- 
port of bank commissioners in several States, The dissidents argue that paying 
finders’ fees helps no one but the broker, and is destructive of sound lending. Their 
argument has merit but there is another side to the question, 


It was not so many years ago that many banks commonly collected a fee of 1 or 2 
per cent from the borrower for making a mortgage loan, This was fine for the banks, 
and we do not recall any banker objecting to collecting this fee. The competition then 
for loans was not as keen as it is today and bankers felt they were entitled to charge a 
commission on home mortgage loans, Now, most of the banks need more mortgages 
than they can originate under their own steam but they rebel against paying a broker a 
commission when, as a matter of fact, he is the man who implements residential sales 
and whose influence can usually direct the mortgage applicant to a financing source 
friendly to the broker. The prevalent commission paid to real estate brokers on 
conventional loans is 1 per cent, The life of a home mortgage is generally estimated 
at about six years before it changes hands, If the 1 per cent commission is amortized 
over a six-year period the cost to the bank is about 1/17 of 1 per cent, This is a very 
small premium to pay for a firm mortgage at 4-1/2 to 5 per cent interest. 


It is the prerogative of a bank not to pay a broker a commission, but the bankers 
who “chomp-chide” banks who do, seem to hold that a broker’s commission, like 
Medusa’s face, which is to all a threatening offensive, has no reason to exist. Most 
institutional lenders want more firm mortgages and I am inclined to believe that the 
real estate broker can help them accomplish this objective. The realist should always 
listen to horse sense neighing in his ear, 


E. G/JOHNSON 
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